
action neeess 

icle License F 
a ~ n c ~ ~ s  ~ n ~ o ~ m a ~ ~ a n  is a VLF u p d a ~ e  from 
ry 11,  2 ~ ~ 3  ( ~ x b ~ b i t  A). In add~tion~ staf 

has strong c ~ ~ c e r n s  ~ e g a ~ d i n g  the VLF backfill, he is also focused 
re costs. He expects to discuss these 
of Califo~nia Cities’ 

” Keeler 



SUBJECT: V1.F Update 

reported last week, the govenior called a press conference and announced he would veto 
increase bill, AD 4X ~Wesso i i~ .  However, he also alluded to the possibility that the 

legislation niay no! be needed and that tlie “trigger” may be pulled toward the end of  the fiscal 
year. The position we have conveyed to the governor’s office on your behalf all along has been 
that regardless o f  whether or not we need the legislation, the trigger sliould be pulled as soon as 
possible because a &lay loses the state $350 million for each month that the trigger is not pulled. 

Apparently, tlie goveinior has two issues in mind regarding his veto of the VLF bill. First, he 
wcx~ld like to see V I P  packaged up with other tax increases he has proposed, such as raising tlie 
upper tax bracket, ail increase in the cigarette tax. and a one-cent increase in the sales tax. The 
governor’ feels that if the YLF is passed now it weakens the chances for the passage olthe other 
revenue enhancements. Second, the governor i s  trying very hard to work with both parties in 

tliereby t~yrng not to upset either party. Polling has showed that a majority o f  
fed that new revenues along with deep cuts u;/ouId be a reasonable and fair approach 

t o  sdvi i ig  the state’s budget crisis. Similar to Governor Pete Wilson in 1991, we believe 
Governor Davis i s  trying to craft a package that fits tlie public’s view of fair and reaso~iable. The 
o t l w  issue the govenior has in the back of his mind is that the same polling has shown his 
disapproval numbers in the mid 70’s, one of the highest nuriibers of any recent governors. 

.k, the governor met privately witli the Assembly Democratic Caucus to discuss the 
budget, the V1.F veto, and to try and intake amends with an increasingly upset caucus. Many 

inhly Deiiiocrats felt that the governor held them out to dry as they publicly supported a tax 
increase, a i d  with the governor’s veto \viIl appai-eiitly be for no reason. However, an important 
decision that caime from the govcmor’s meeting with the Demoemtic Caucus was that rhe 

nor agreed to meet with Speaker Herb Wesson, and Senate President pro Tem John Burton 
iig 3’‘ meeting prior t o  the usual “’Big 5” meeting that normally takes place iiivolving the 

mbiy rninoriiy leaders. Wesson has not sent the budget bills, including i‘B 4X, 
to the governor as yet, hoping to still wot-k out a compromise at their Rig 3 meeting. 

Apparently, the Big 3 will try to meet this week before Assembly Speaker Wesson and the 
Asscriibiy Ikniocrats head to Oalilaiid for ii 1.w-o-day caucus retreat. Although tlie Assembly will 
he sliiit down for most o f the  week, some decisions may be made during these meetings. 

:is the inkmnation, and rumors, come in we will immediately update you on the progress of the 
iegislnture and the adminisiration. 



MOODY'S L,OWERS STATE O F  CALIFORNIA GO BOND RATING TO A2 FROM A l ;  
LEASE DEBT LOWERED TO A3 FROM A2; RATINGS ON 2003 RKNS AND CP AFFIRMED 

$ 2 7 . 4  Bill.Lon in Outstanding Debt Affec ted .  Outlook Revised t o  S t a b l e  
st.ate CA 
Opiiii.on 
NEW SORK, Feb 1 0 ,  2 0 0 3  ~-.-  Moody's has lowered t h e  r a t i n g  on $ 2 1 . 9  
b2 ~, 
A 2  (wi.th a s t a b l e  outlooli) from A l ,  and a s s igns  t h i s  r a t i n g  t o  t h e  
s t a r e ' s  upcom:i.ng $?00 m i  i1.ion genera l  o b l i g a t i o n  bond sale. I n  
addi i i r in ,  we have lowered t h e  rat . ing on $ 5 . 5  bi l .1ion i n  l e a s e  revenue 
bonds from A2 t o  P.3. These r a t i n g  a c t i o n s  r e f l e c t  t h e  magnitude of t h e  
i.mbalance between t h e  s t a t e ' s  revenues and expendi tures ,  and t h e  
expec ta t ion  t h e  s ta t .e  w i l l  not be ab1.e t o  s u f f i c i e n t l y  address  t h e  
imbalance i n  t h e  upcoining f i s c a i  year  - given t h e  inherent  obstaci .es t o  
reaeli ing consensus on so lu t io i i s  t.o t h e  problem. 

& s e n t  a s t ronge r  t .haii  a n t i c i p a t e d  s t a t e  and nati.onal economic rebound 
t.his year, we expect d e f i c i t s  t o  p e r s i s t  beyond fi .scal  2 0 0 4 .  As a 
sesu:i t ,  the s t a t e  w i l l  l i k e l y  r e l y  on r o l l o v e r  f inanc ing  i n  t h e  s h o r t -  
term market t o  meets i.ts cash flow needs over  t h e  next 18 months t o  two 
y-ear-s 

J _  !on o f  outs tanding  S t a t e  of C a l i f o r n i a  General 0bl i .gat ion bonds t o  

.TWO YEAR m F I e : T  ESTIMATED TO B E  AT L~EAST $ 2 6  BILLION; GOVERNOR SEEKS 
MAJOR 3JTS AND TAX INCREASES 
The governor ' s  f i s ca l .  2 0 0 4  budget proposal  r e l eased  e a r l i . e r  this month 
seeks to address  a s t r u c t u r a l  d e f i c i . t  of $ 3 4 . 6  b i l l i o n .  The L e g i s l a t i v e  
n . n a l y s t ' s  O f f i c e  (LAO1 s i z e s  the  problem a t  approximately $8 b i l l i o n  
i .ess,  dde both t o  a s l i g h t l y  more o p t i m i s t i c  revenue out look and t h e  
con-veiit ions i.t u s e s  towards p r o j e c t i n g  t h e  speiidiiig b a s e l i n e .  The 
defic3.t  refi.ects the severe f a l l - o f f  i n  t a x  revenue c o l l e c t i o n s  due t.o 
the continued \weak performance o f  t h e  s t a t e  and  national^ economies and  
the  weak s tuck  n i a r k e t ~ .  

the de'cit is a lso  d r i v e n  by increased  speiidiiig pressures  a t t r i b u t a b l e  
i m a r i . i y  t o  r i s i n g  hea1t.h care  c o s t s .  Even by the  LAO'S account ing,  
e si.ze u l  t h e  d e f i c i t  i s  l a r g e r  a s  a percentage of t h e  annual budget 

(~ea r - . l y  2 3 % )  than any shortfal : :  i n  Ca l i fo rn ia  h i s t o r y ,  and among t h e  
iargest of t h e  U . S .  states. Dramatic budget a c t i o n s  w i l l  be requi red  t o  
restc;ire st~ructural biidget balance.  The governor '  s budget proposal  
i.iideed seeks such dramatic a c t i o n s ,  inc1.uding expendi ture  reduct j~ons ,  
cost sa i i r igs ,  and s t a t e - l o c a i  pi-ogram realignment. t.o be funded with 
deiicat.ed t a x  inc reases .  if adopt~ed as proposed, these  and o t h e r  
a~ctioiis would e l  in?j~nate a s i g n i f i c a n t  po r t ion  of the s t a t e ' s  budget 
imhaiance oil an ongoing b a s i s ,  g r e a t l y  reduce i t s  h i s t o r i c  dependence 
on highl~y v o i a t i l e  revenues,  and s i g n i f i c a n t l y  improve i t s  l i q u i d i t y  
posj~tion. T h e  major proposals  h c l u d e  increasi-ng t axes  by inore than 

biliion; and e l imina t ing  t h e  s t a t e ' s  rnot.or veh ic l e  l i c e n s e  f e e  

ie\ieni:e for ioca! governments i~n t h e  current.  aiid budget yea r s  combined. 

i n  addi~t.io!n, t h e  gove rnor ' s  proposal  would cu t  $ 4  b i l l i o n  i n  Medicaid, 

Medi~Cal r - ec ip i en t .~  from t h e  ro l l - s ,  c u t t i n g  provider  payments, and 
ro l lback  expans!~ons of cove.rage t o  t h e  working poor arid aged and 
&i.sabled,  T t i e  proposal aiso inc ludes  a broad a r r a y  of c u t s  t o  most 
a r eas  of s t a t e  government spendi.ng . 

-~ 

,Fi  b a c . k F i l l  t o  c i t i e s  a i d  count ies  a t  a loss  of $4  b i l l i o n  i n  

LAO has i.ndica.ted would e n t a i l  dropping 560,000 i n e l i g i b l e  



The Cal;fornia state constitutional requirement o f  a two-thirds 
major-i~ty vote of t.he legislature to enact a budget will make reaching 
political ccinsensiis difficult. Both the expenditure and revenue 
proposals are expected to encounter strong opposition from various 
coost.it:uencies, as evidenced by t.he 1.egislature 's current st.rong 
opposi.tion to the proposal to elimiiiate the MVLF backfill. Given the 
magiiit.i;de of the budget problem, the obstacles to crafting a solution 
that so?.ves the peoblem by the end of the 2004 fiscal year are 
daunti.ng. As a result, we see a strong possibil.ity that cash stringency 
and reiiance on the short-term markets for liquidity will persist 
beyond t.he end of fiscal 2004. 

M I G i .  AND MIG2 NOTE RATINGS AFFIRMED 
The proposed budget includes certain expendj-ture reductions and cost 
savings that are projected to reduce the state's current year shortfall 
b;; approximate1.y $4 b i i : l i on ,  including $1.2 bi.llion from the 
elirnlnation of the backfill, and $2.0 bil.lion of spending reductions. 
Legislative act. ion will be necessary by June to achieve the 2003 
f i n a n c i a l  targets, As previously indicated, the legislature has 
rejected t h e  ba.ckfill proposal, but has reached agreement. on 
appioximat.eiy $3.2 billion in spending cuts. However, the expenditure 
redi.iction legislation also incZud.es an MVLF increase - a proposal the 
governor- doe5 not support. Because of the l.i.nk between the expendi.ture 
reductions and the fee hcrease ,  the governor has indicated he will 
v e t ?  t lie .leg i s  l~at ::on. 

Despitx t.he l i k e l y  veto, Moody's anticipates the Legislature will adopt 
-s expenditure reductions, but  the current year savings to be 

realized are likeiy to be lower than the governor's proposed targets. 
As a result, the .ate's cash position at. June 30, 2003 wi.11 be less 
than t.he $1. .57  b .ion balance projected by the governor. Due to the 
state's tighc cash position, we see a high 1ikel.ihood that the state 
will need to i s s u e  revenue anticipation warrants before the end of the 
currenr fisca.1 year. Moody's expects t.he state to need to s i . z e  the 
ant i .c ipared RAWS t.o fu1i.y retire any matiiring 2003 RAN.? for wlii.ch 
sufficient cash is not available, and to cover i.ts cash f:l.ow needs 
t .heough i h e  first. quarter of f i s c a l  2004 should adoption of the f j s c a l  
2004 budget he del.ayed as expected. We anticipate the state will 
successfully place i.ts revenue anticipation warrants €or such purposes. 

In addlt!:on, we expect that sufficient current year budget adjustments 
-wi.:L:l be niide to allow the state to retire the $9.5 hilli~on notes 
inatiiririg J u n e  2 0 ,  2 0 0 3  wi~th a v a i l . a b l e  cash from operations. I n  the 

e :notes matiiring June 2 7 t h ,  we expect t h e  state will rely 
en P.AN pi-ocreds to r-etire at least some portion of these notes. Based 
on these expectations, Moody's affirms i . t s  MIG: and MIG2 ratings on the 

. ;  

' D  2 0 0 3  R.nNs. 

P I .  XATING ON CP AFFIRP4EC 
A t  .this time, Moody's also affirms its P - 1  rating on the state's 
Commerc:;.al Paper Program, reflecting the state's a b i l i . t y  to issue 
long-term bonds to take out the outstandi.ng paper pvi.or to maturity, 
the a d d i r i o n a l  iiyi.i!;dity fa+ the maturing paper provided by a standby 
purchase agreement (SNPAj provided by a gronp of  highly-rated banks 
a n d  satisfactory legal provisions whi.ch ensure timely access to the 
SNP 



eu t iook 
Moody's c r e d i t  out look f o r  C a l i f o r n i a ' s  long-te:rm debt  i s  rev ised  t o  
s t a b l e  a t  tile A2 r a t i n g .  Despit.e t h e  negat ive a f f e c t  t h e  under- 
performance of t.he high t.echnology cont inues t o  have on t h e  Bay Area 
economy, t h e  s t a t e ' s  s ign i f i can t .  economic d i v e r s i t y  shou1.d enable  t h e  
s t a t e  economy t o  keep pace w i t h  t h e  na t ion  over  t h e  near  term, We 
a n t i c i p a t e  t h e  legi.slacure w i ~ l l  t ake  var ious  a c t i o n s  dur ing  t h e  cu r ren t  
l e g i s l a t i v e  se s s ion  t o  reduce t h e  s i z e  of the c u r r e n t  s h o r t f a l l ,  but  - 
gi-icn the s i z e  of t h e  p ro jec t ed  s t r u c t u r a l  def ic i . t  - not  f u l l y  so lve  
t h e  problew within the 2 0 0 4  f i . sca l  y e a r .  As a r e s u l t ,  t h e  s t a t e  w i l l  
need t o  cont inue t.o r e i y  heavi.ly on t h e  shor t - te rm market t o  meet i t s  
cash f3 .m needs at. l e a s t  through f i s c a l  2 0 0 4 .  However, while  r e l i a n c e  
on t h e  shor t - te rm market p r e s e n t s  a measure of market confidence risk, 
 mood:^'^ expects  t h e  s t a t e  t o  successfn . l ly  access  t h e  short .- term market 
i n  the near  te'rm. 

, tlie s t a b l e  out look i s  predica ted  on t h e  expec ta t ion  of 
b e i t  moderate, s t a t e  economic growth by t h e  end of the  

cdr rep .~  ca lendar  y e a .  Any f u r t h e r  d e t e r i o r a t i o n  i n  t h e  s t a t e  and 
nati.ona.1 economies, or t.he l e g i s l a t u r e ' s  i n a b i l i t y  t o  make s u f f i c i e n t  
progress  i n  addressing t h e  s t a t e ' s  s t r u c t u r a l  imbalance dilring the  
c u r r e n t  l e g ~ i s l a t i v e  se s s ion ,  w i l l  n e c e s s a r i l y  p l ace  further negat ive  
p re s su re  on the  s t a t e ' s  c u r r e n t  r a t i n g  and orit.look. 


